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MANAGEMENT AND THE BUSINESS CYCLE 1 
By Henry S. Dennison 



FOREWORD 



Although there have always been cycles of some sort in every phase 
of human activity, the business cycle as we now know it is of com- 
paratively recent origin. It is not very long since almost all manu- 
factured goods were made to order by individual craftsmen and deliv- 
ered by them direct to the ultimate consumers. Supply and demand, 
therefore, were in close touch with each other and there was little excuse 
or reason for any maladjustment between the two. The only cycles 
they could have were those due to meteorological or political causes, or 
to the discovery of new lands and new mines. The rise of modern in- 
dustry with its indirect methods of distribution has removed the 
original producer very far from the ultimate consumer. This makes it 
necessary for the producer to gage the requirements of the consumer 
considerably in advance of the actual call for the goods. Supply, there- 
fore, is regulated not by actual demand but by what the supplier thinks 
that demand will be. If the supplier's prediction were always correct, 
there might be no such thing as our present business cycle. One 
trouble is that at the critical moment the producer is misled by appear- 
ances and produces most actively just when the consumer's demand is 
about to fall off. 

SUPPLY AND DEMAND 

Chart No. 1 illustrates the point in question. I have not tried to 
draw it with any pretense at scientific accuracy. I hope that it will 
prove suggestive enough to tease some of you statisticians and econo- 
mists to try that. The point it ought to bring out is that there are 
three principal factors which enter into the effective demand for any 
article or group of articles. These are needs or requirements, financial 
resources, and price expectation. 

The beaded lines in the two upper sections of the charts represent the 
purchaser's price expectations. Take particular note that they do not 
represent what prices are, but show the extent to which business is 
affected by the purchaser's opinion as to what they are going to be. 
The heavy straight line represents a neutral price expectation. When 

> Read at the Eighty-third Annual Meeting of the American Statistical Association at Pittsburgh, 
Pa., December, 1921. 
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Chart 1. Some Forces Controlling Supply and Demand 
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the beaded line is above this line, the buyer thinks prices are going up, 
and when it is below, he thinks prices are coming down. The farther 
it is above or below the neutral line, the greater the expectation is inten- 
sified. When the price expectation line turns downward it indicates 
not an expectation of lower prices, but merely a weakening in the belief 
that prices are going up. There is no change from a higher to a lower 
price expectation until the price line actually crosses the neutral line. 
Similarly, when the curve turns upward it represents merely a weaken- 
ing in the belief that prices are still going down. The appearance of a 
belief in higher prices is not indicated until the price expectation curve 
again rises above the neutral line. 

The heavy black line represents purchases, and the two spaces be- 
tween the heavy line and the beaded line represent the buyer's needs 
and the buyer's resources. In the case of the dealer, his sales expecta- 
tion is the basis of his needs. 

Both the consumer and the dealer buy relatively more when they 
think prices are going up, and less when they think prices are going 
down. In the same way, the consumer buys more when weekly earn- 
ings are high and less when factories are shut down and he has less to 
spend. The dealer's resources probably have little effect on his buy- 
ing until he reaches his credit limits or until the crash comes and wipes 
out his resources entirely. Then his lack of resources helps to limit his 
purchases until he gets back on his feet again. 

In superimposing the consumers' and dealers' charts I have indicated 
a lag between the movement of the two. This lag, in my opinion, was 
an important factor in the recent depression. The superimposing of 
the two lines illustrates what I believe to be the fact, that on the up- 
grade of the cycle, taking the country as a whole, including the ultimate 
consumers, we were stocking up with goods, whereas on the down-grade 
we were drawing from stocks. 

The great need of modern industry and commerce is for intelligent 
direction which looks well beyond the feeling of the moment. We 
must help the business man to form the habit of planning and budget- 
ing, which processes force careful attention upon the future. As plan- 
ning and budgeting become habitual, unbridled guessing will be dis- 
placed by more careful estimates — by guesses guided by available facts. 
The manufacturer has no more important problem than that of fore- 
casting the demand for his products. He cannot afford to be misled by 
outward appearances, or by such phrases as "the shelves of the country 
are bare," or "the shelves of the country are glutted." His greatest 
need is for timely statistics, well presented and widely distributed. 

The business man must abolish the fear of being called a pessimist 
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and the fear of affecting the country adversely through proper pessi- 
mism. The time to be a bull on the United States is not when every- 
body else is a bull, because at such times the country is surfeited with 
bulls. The time when the country needs bulls is when everybody else 
is a bear. It is no credit to be optimistic when the country is suffering 
from overproduction and overexpansion. 



REGULATING PURCHASES 

The purchasing agent must be interested in cycles for two reasons: 
first, in order to gage the purchasing requirements, and second, in 
order to gage prices. For his purchase requirements he will have to 
depend largely on the planning department, but within certain limits 
he will vary his actual purchases according to existing prices. 

Before the war we started to try out an interesting experiment in our 
purchasing department. Unfortunately, the unusual conditions of the 
war-time period interfered somewhat with the development and ex- 
tension of our plan, but now we are getting it under way again. 
Briefly, our idea is this: We have figured out roughly the maximum 
and minimum inventories of each important raw material which we are 
willing to carry at different periods of the cycle. Then we have charted 
over a long period the prices of the principal commodities that we 
purchase, and through this we have drawn a line showing the secular 
trend. (See Chart 2.) Approximately parallel to and a certain dis- 
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Chart 2. Use op the Peice Trend as a Guide to Purchasing 
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tance above and below this line of secular trend, we have drawn what 
we call our minimum and maximum purchase lines. Then we vary our 
actual purchases according to the position of actual prices relative 
to these three lines. The minimum purchase line represents the small- 
est amount we dare carry for current needs, and the maximum purchase 
line represents the most that we consider it wise to invest in inventories. 
Suppose, for instance, that on a certain material our standard quantity 
to order is six weeks' supply. If prices are below the line of secular 
trend we may buy up to twelve weeks' supply, but if prices are above 
the line of secular trend we may buy not more than two weeks' supply. 
We make no attempt to gage the actual turning point, because we be- 
lieve that it is impossible to hit it exactly. Most purchasing agents 
who wait for the actual turning point buy too late or too much. 

I do not mean to imply that our purchasing is a purely automatic 
affair, but merely that we have found it wise to use certain mechanical 
guides. The one great temptation always before a purchasing agent 
is to buy far beyond estimated needs on a rising market. Each day 
the problem of how much to buy comes up on some individual com- 
modity, and at the time there seems to be every reason for buying up 
for a long time ahead. Hence, unless some guiding rules are followed, 
the cumulative result is likely to be such that in emergencies the man- 
agement will find that it has too much money tied up in inventories. 

I doubt if the American business structure has yet gone far enough 
in divorcing manufacturing and merchandising from speculation. It 
is quite as dangerous to speculate in goods as to speculate in stocks. 
Merchandise cannot be sold as quickly as stocks, for the facilities of 
the stock exchanges are lacking. 

The earnings of thousands of employees and the savings of many 
stockholders depend upon the continuous operation of manufacturing 
industries. It is a doubtful policy for the manufacturer to jeopardize 
the interests of so many persons for purposes of speculation. If a 
number of persons wish to take big risks they organize a speculating 
corporation, the stockholders of which are willing to take this risk on 
the chance of getting higher returns. The directors of a concern al- 
ready burdened with all the problems of production and distribution 
have not the time to give sufficient study to the course of raw material 
prices. That is the business of the broker who devotes his entire time 
to the study of the market. The manufacturing industries should 
look for their recompense to the somewhat steadier profits that result 
from the skill with which the functions of manufacturing and merchan- 
dising are performed. This particular process of closer functionaliza- 
tion can be carried out more widely with good results. 
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IMPENDING INVENTORIES 

The purchasing agent must watch very closely the merchandise on 
order and en route as well as goods on hand, and the management and 
the bankers would be well advised to do the same. One important 
aggravation to the overstock during a slump lies in goods on order, i. e., 
the impending inventory. 

I have tried to make this point clear by means of Chart 3. This 
chart shows how a ten months' supply before the break in buying 
becomes a twenty months' supply after the rate of purchasing has been 
cut in half. But this is not all. During the peak of prosperity the 
suppliers were tied up with long delivery time, and it was necessary to 
place the order early so as to be sure of getting the goods. Railroads 
were all congested with undelivered freight, and the purchasing agent 
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Chart 3. Why the Merchant Stops Buying 
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had to make long allowances on this account. But as business fell off 
the suppliers' deliveries improved and the increase in surplus freight 
cars made it possible to move goods more quickly. Hence a much 
shorter allowance of time becomes necessary. So he is left with twenty 
months' supply on hand and on order, while all that he needs now is 
six months' supply. It will be fourteen months before he needs to 
buy again. We must count not only stocks on our shelves but also 
stocks on order and en route. Such expressions as "the shelves are 
empty," and "the shelves are full," are relative only, and the situation 
is quickly changed when the volume of business declines. 

FIXED INVESTMENT 

As the business cycle advances the heads of a corporation should 
scrutinize more and more carefully each project put before them by the 
engineering staff. They will find that even if the projects are completed 
as to planning, many of them can be postponed as to execution with 
profit to the company and to the community as well. In the boom 
before 1873, Andrew Carnegie, when asked by Mr. Farquhar why he 
did not build more furnaces, said that it would be cheaper to wait and 
buy plants that other men were building. He did not exactly foresee 
the panic that was to come, but he knew that the steel industry was 
being expanded at a more rapid pace than the market could assimilate, 
and it was therefore evident to him that a number of firms were doomed 
to failure. 

It takes time to draw up building plans and discuss them, and after 
construction is started it takes a long time to finish the buildings and 
fill them with machinery. Hence the business man cannot afford to 
wait until his present facilities are overtaxed before he begins to con- 
sider expansion. Those who do wait are likely to find their added 
capacity becoming available at just the time when they ought to be 
curtailing their output, or after they have already done so. They 
build fixed assets when they cost the most and finish them when they 
are needed least. 

The only way to avoid this is to study the long-range trend of your 
business; find out the rate of normal growth, and build for it. In our 
company we have charted our line of growth for different facilities over 
a period of twenty years or more, and on this basis we estimate our 
future requirements during the cycle as a whole. (See Chart 4.) When 
building and machinery prices are below the secular trend, we build a 
little more than up to the normal line, and when they are above, we 
build less or stop building entirely. We do not try to build at the exact 
bottom of the market any more than we try to purchase raw materials 
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at that time. It would be even harder to hit the exact bottom in 
building than it is in the case of merchandise or raw materials. 

Of course if we have not the money during depression we can- 
not build; but the desire to have the money on hand is a strong re- 
straint during booms, and good planning will usually make it possible. 
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On the rise of the cycle cash requirements increase out of all cus- 
tomary proportions because of the lag between outgo and income — the 
outgo applying to a period further along the cycle than the income. 
During the full swing of the cycle the relation between quick assets and 
quick liabilities must vary tremendously. The two-to-one ratio which 
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has largely been applied in banking may thus be advantageous through 
some sectors of the cycle and very dangerous through others. 

The same considerations as to cash capital requirements that apply 
to an established business during the up-swing apply also to the young 
business during its period of rapid growth. Not a few of them have 
passed off the stage or out of the hands of their founders because their 
profits tempted them to put upon their cash strength too heavy a bur- 
den of this temporary sort. 

A knowledge of the cyclical trend is very important in the determina- 
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Chart 5. Relation of Disbursements to Receipts from Sales in the Upward 
Swing of the Business Cycle 

tion of how much should be distributed in dividends and how much 
should be withheld as reserve or surplus. The only way to reach a 
proper solution is to make some estimate of what the cash requirements 
and the probable profits will be for the next few years, and to act within 
the safe limits of probability. 



THE CREDIT DEPARTMENT 



During boom times orders are free and credits easy; nevertheless, it 
is then that the Credit Department can get busy and save a good bit of 
the losses during depressions. For when orders begin to crowd capacity, 



29] Management and the Business Cycle 29 

some must be lost on account of delivery time; the Credit Department 
should do its best to save the company from losing a prompt cus- 
tomer in order to serve an uncertain one. In our own case we use the 
oversold boom times to improve the average dependability of our 
accounts by stiffening our standards at the credit desk. New orders 
are then seldom accepted from customers of poor record. 

Collections begin to fall off when a depression starts, and as soon as 
the first signs of the coming slump become evident we make arrange- 
ments to follow more closely all fair-sized accounts just as soon as pos- 
sible after the date of maturity. Those of our customers who were still 
slow to pay offered the usual group of reasons — slowness in their own 
collecting, overstocking of shelves, lack of capital, inability to borrow 
from bankers, cancellation of orders, unemployment, lack of orders 
resulting from closing of mills, decrease in yield of crops, and war taxes. 
As a result of these excuses they asked for long extensions of time, pay- 
ments on account, note settlements, or expressed the desire to return 
the goods. 

Because of the difficulty of collecting during depression there is the 
temptation to restrict credit during such times. This, we believe, is a 
mistake if it results in the curtailment of sales when sales are needed 
most. One must scrutinize credit very carefully at such times, but it 
pays to take a much bigger chance when one needs the orders than 
when he does not. We expect, of course, a bigger ratio of loss in depres- 
sions, but as far as possible we want that loss to result from orders 
taken when they are needed, rather than from orders taken months 
before, manufactured on overtime pay and in conflict with orders for 
good-pay customers. 

The results we can show from adopting a policy of rigid credits during 
times of expansion are interesting. Scientifically, of course, they can- 
not be called conclusive since they represent only one experiment, but 
they bear out very well the a priori suppositions. During the depression 
extending from September, 1914, to August, 1915, the ratio of our 
losses to sales was 0.0052. During the prosperous year of 1920 the 
ratio was 0.0005. During the 11 months of depression in 1921, fol- 
lowing the careful preparation of the Credit Department, it was 0.0013. 
It would seem on the surface, therefore, that we had reduced our losses 
75 per cent by this policy of preparedness. 

MERCHANDISING 

The time to launch new merchandise lines is not during boom times 
when the factory has enough orders for lines already established to 
keep it busy, but during slack periods when it needs the work. But in 



30 American Statistical Association [30 

order to have these new lines all ready we must study ways and means, 
and have plans and originals all drawn up before the depression arrives. 

It is at such times, when the purchasing public is apathetic, that the 
wide-awake merchandising manager is on the constant lookout for new 
and interesting things to quicken the pulse of business. Things that 
buyers have never had before they will often buy, no matter how bad 
business is. We have found, for example, in the case of tags, that cus- 
tomers who would not buy ordinary tags were willing to buy when we 
made up some new attractive design which especially appealed to them. 
In the case of crepe paper, the inauguration of the paper hat novelty 
gave us larger sales of crepe paper this year than we have ever had 
before. We have had similar success with sealing wax novelties which 
have helped to boost the sales of sealing wax very considerably. The 
preparation for all these had been carried on in boom times. 

Above all things we do not fire our salesmen during times of depres- 
sion. The time to fire salesmen, if we are going to fire them at all, is 
during prosperity when we have more orders than we need. Depression 
is the time to take on more salesmen, if finances will in any way allow. 

Like new lines, new advertising should also be prepared by manu- 
facturers during prosperity so that it will be ready to launch when the 
critical moment arrives. As a matter of fact, however, most business 
concerns advertise more during prosperity than when business is poor. 
This fact is shown by its influence on the price of paper. What is the 
use of a manufacturer advertising when he already has all the orders he 
needs? He should save it up, keep planning, and launch the campaign 
when he needs the business. 

PERSONNEL MANAGEMENT 

At no time does the advantage of a versatile labor force show up so 
strongly as during depression when it is necessary to carry absolutely 
no superfluous help and yet to have enough to insure prompt deliveries. 
Employees who can be shifted from one department to another without 
loss of efficiency are decidedly valuable. To train employees to do 
different classes of work and to keep careful records showing who they 
are, is therefore more than ever necessary when business is slack. If 
additions and improvements are made during periods of depression it is 
often desirable to transfer manufacturing people to construction work 
at this time. Rearrangements can be carried out during depression 
when work is slack. Stores can be put in order and other jobs of the 
kind can be done. Producing machinery should be repaired during 
business slackness when the machinery is idle, for during prosperity 
repairs often mean a loss of valuable time. 
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Throughout the whole wide range of business activities, management 
can thus make practical use of a study of cycles. The unimaginative 
manager will, of course, wait until we can predict for him exactly the 
day of the crash. Meanwhile some of his competitors will run a few 
circles around him by using as a guide to their judgments, in some such 
ways as I have here tried to describe, the partial information now 
available. 

DISCUSSION' 
By F. L. Lamson 

Any paper on management and business by Mr. Dennison is sure to 
be of contributory value to managers in industry because Mr. Dennison 
possesses that rare qualification — a balance of vision and practical ex- 
perience; and his paper this afternoon is an excellent example of this 
because in it he has pointed out an ideal method of approach to the 
vital problems of management, and has demonstrated how he has 
applied these ideals in his own business and proved their success. A 
study of this paper by managers and heads of departments in every 
industry, and the application of these methods will go a long way 
toward flattening the peaks and filling the valleys of the business 
curve, and making it what it should be — a cycle. 

The first part of Mr. Dennison's paper is most ingenious. In it he 
proposes to statisticians and economists that they incorporate into their 
sciences graphical charts of thought, sentiment, opinion, and judgment. 
For what are needs or requirements, or what are financial resources, 
except judgment? And what is price expectation? Yet, as every one 
must feel from Mr. Dennison's presentation, there is unquestionably a 
fundamental law underlying all these forces of thought and judgment, 
and it is therefore highly imperative that students of the activities of 
the human mind discover what that fundamental law is, and show how 
it operates and how we can apply it in the management of our indus- 
tries. A colossal problem it surely is; but yet if by practice, experiment, 
and continuous study such graphical pictures could be added to Man- 
agement's Guide Book, it would most surely put more real science into 
the management of industry. 

Mr. Dennison's methods and their application, as set forth in the 
following divisions of his paper— "Fixed Investments," "Distribution," 
"Merchandising," "Credit and Purchases," — are beyond question 
based upon the soundest possible business principles, and they must 
be recognized as good financing and their story told in modern and 
approved accounting. The one point that Mr. Dennison did not 

1 Also read at the Annual Meeting. 



